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Abstract

The paper is concerned with the interaction between two agents: an
expert, announcing his probability that a particular state of the world will
occur, and a non-expert decision-maker, who takes action according to his
posterior beliefs. The decision-maker considers the expert an experiment
of uncertain relaibility and takes the received messages as the outcomes of
such an experiment. The model of the expert in the decision-maker’s mind
bears no relation with any measure of the expert’s actual information.
The paper shows that messages will be biased, notwithstanding solidarity
between the agents. However, the longer the interaction, the less severe
will be the bias.
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1 Introduction

It is tautological that a manager will expect low productivity from a subor-
dinate he judges to be incompetent. Equally, a subordinate will expect poor
results from obeying a superior reputed to be unreliable. While the concern of
an employee for being positively evaluated by his manager has been analyzed
from various perspectives, (such as influence activities (Milgrom (1988) and the
theory of yes-men (Prendergast (1993)), just to quote a few), on the contrary,
the leadership role that a manager can exert, just because his competence is
highly regarded by his subordinates, has possibly received less attention. That
leadership role is the specific focus of the present paper and it is shown to be sig-
nificant independently of incentive concerns. In particular, the issues addressed
by the paper are the following:

a) under which conditions is a manager’s credibility crucial for his subordi-
nates’ behaviour?

*Address: Department of Statistics, Universita degli Studi di Milano-Bicocca, via Bicocca
degli Arcimboldi 8, 20126 Milano, Italy, email: irene.valsecchi@unimib.it



b) Can the manager’s concern about his own reputation affect the instruc-
tions he gives to his subordinates?

Especially in large organizations, a person’s immediate hierarchical supe-
rior is often his official source of information and instructions. Information and
instructions concern variables that the receiver knows to be relevant for his
productivity, but that can be beyond his scope of direct observation or under-
standing. In this sense, hierarchical superiors can be said to act in the quality
of experts with respect to their subordinates. When the subordinate receives
instructions deriving from variables beyond his competence, he cannot but take
those instructions very much like the opinion of the sender, rather than decod-
able and self-explaining data. In this sense, instructions can be considered a
very special case of soft information: when even instructions consist of logical
and incontrovertible inferences from freely available hard information, the re-
ceiver who lacks the knowledge indispensable for repeating the same inferences!
will face a sort of "ideological” problem. In this special but not infrequent case,
cheap talk itself between the sender and the receiver of instructions, i.e. the ex-
change of non-verifiable messages of any given length or complexity, may be of
no particular help in building up the credibility of the sender. On the contrary,
short instructions may actually achieve the same results of long messages.

The present paper is just concerned with:

a) the use of the expert’s advice by a non-expert decision-maker, and

b) the impact of that use on the reporting of predictions by the expert.

The paper considers the case in which both expert and decision-maker are
solidaristic, but the decision-maker can only rely upon his personal assessment
of the expert’s credibility in taking account of the expert’s judgement.

In particular, the non-expert is uncertain about the current state of nature,
that can be either low or high in every period. The non-expert has a 50-50 prior
that the current state is low. The expert sends to the non-expert a message
to be interpreted as the announced probability that the current state of nature
is low. The distinctive assumption of the paper is the following: the non-
expert considers the expert himself an experiment of uncertain reliability and
takes the received messages as the outcomes of such an experiment. Hence,
at the beginning of every period, the non-expert will have a density function
for the expert’s credibility, where a particular level of credibility corresponds
to a pair of likelihood functions of the current message, each one conditional
on a specific realization of the state of the world. The non-expert will use his
density function for the expert’s credibility in order to derive the likelihood
functions of the current message, conditional on the state of the world. Those
functions represent the non-expert’s current subjective measure of the expert’s
credibility, and they are combined with the expert’s message in updating the
non-expert’s prior about the current state. The model of the expert used by
the non-expert is known by the expert. At the end of every period, all the
agents can observe the realized state of nature, and the non-expert will revise

LAs an example, I can read the results of my clinical tests, but I am unable to draw any
inference from them.



his model of the expert on the basis of the message sent by the expert and the
realized state. That is, at the end of each period the non-expert will update
his density function for the expert’s reliability. In every period, the non-expert
will take some action proportional to his posterior probability that the current
state is low. It is assumed that in every period the expert aims at minimizing
the squared distance between his probability that the current state is low and
the non-expert’s posterior.

The paper shows that, as long as the non-expert does not consider the expert
to be perfectly reliable, the expert will increase his current payoff by reporting
a biased message. Distortion will work in the following way: agent E will
announce a low-state probability that is smaller than his true belief, when he
is less confident than a low state will occur; instead, agent F will announce
a low-state probability that is greater than his true belief, when he is more
confident than a low state will occur. In other words, agent E will exaggerate
his messages in order to make them ”loud and clear”. The worse is agent E’s
reputation according to agent N, the greater will be both the distortion in the
announced probability and the loss expected by agent F, just because agent N
is more insensitive to messages.

In case of repeated interaction, the expert will also be concerned about his
reputation in later periods. The paper shows that, in choosing the optimal
report of his predictions, the expert will face a trade-off between the current
accuracy of the perception of his judgement by the decision-maker and his fu-
ture credibility in the decision-maker’s view. It follows that agent E will keep
on exaggerating his report only when his true probability of a low state are
sufficiently extreme. Instead, when agent F is sufficiently uncertain about the
current state, to exaggerate his announced opinion will adversely affect his ex-
pected reputation at the last period. In order to preserve credibility, and so to
keep control over future expected losses, agent E will accept a higher expected
loss today. As a result, messages will less biased with respect to the true beliefs
of the sender.

The rest of the paper is organized as follows. In Section 2, I discuss the
related literature, and, in Section 3 I describe the assumptions and the ba-
sic model. In Section 4 some preliminary results are obtained. Section 5 is
concerned with the one-period interaction and Section 6 with the two-period
interaction. In Section 6, I conclude. All proofs are in the Appendix.

2 Related Work

The paper is an attempt to combine contributions from different strands of
literature:

1) statistical models about the use of experts and the reporting of predic-
tions;

2) economic models about strategic information transmission and profes-
sional advice;



3) the theory of teams and the issue of interaction among agents in informa-
tionally decentralized organizations.

In the following I will refer only to the contributions most directly related
to the present paper since the relevant strands of literature hold a massive bulk
of important models, the extensive review of which would exceed the scope of
the present work.

1) The utilization of expert judgement

In French (1986) the expert problem is summarized in following way: a
decision-maker needs to assess his subjectivity probability for an event of in-
terest; having little substantive knowledge of the factors affecting the event
of interest, the decision-maker asks another person for advice. The consulted
person is referred to as an expert. Although the word expert generally means
someone reputed to have some special knowledge?, in that literature an ex-
pert is anyone who can give predictions, i.e. anyone who can make probability
statements, called judgments or opinions, concerning the event of interest. The
problem is: how should the decision-maker incorporate an expert’s opinion into
his own?

Morris (1974, 1977), Lindley et al (1979), and French (1980) propose a
Bayesian modeling approach to the use of experts®. The decision-maker should
look upon the expert’s opinion simply as a piece of data: consulting an expert
is like performing an experiment, and just as the results of an experiment are
a priori unknown to an experimenter, so the expert’s advice is uncertain to the
decision maker prior to receiving it. In particular, following Morris (1974), who
generalizes the model to uncertain quantities and not just uncertain events, let
the probability density function assigned to the uncertain variable x, based on
the state of information §, be denoted by {z | §}. Specifically, let {x | d} and
{z | e} be the decision maker’s and the expert’s priors. How should the deci-
sion maker’s prior be altered upon reception of {z |e}? According to Morris
(1974), the only restriction to the decision-maker’s posterior assessment of the
variable x, conditioned on receiving the expert’s opinion, is that it is consistent
with both his prior knowledge about the variable and his appraisal of the ex-
pert. In particular, applying Bayes’ theorem, the decision maker’s assessment
of x conditioned on the fact that the expert’s prior is revealed to be {z | e} will

correspond to:
{z e} [ d} {a|d}
{z[{z]e},d} =
{{z | e} | d}
where {{x | e} | z,d} is the likelihood function, that, as Morris point out,
is not the probability of a probability in the classical sense, but is the proba-
bility of the event that the expert’s prior is {z | e} given z. In other words,

the likelihood function is the model of the expert in the decision-maker’s view?.

2Expert is a person who is very knowledgeable about or skilful in a particular area according
to the Concise Oxford English Dictionary (2006).

3Related works are Morris (1983) and Genest-Schervish (1985).

4Morris (1974, p.1238):

Suppose a decision maker is considering the weather to determine the
prospects for a picnic. His view is that there is a 50-50 chance of rain....While



Consequently, the likelihood function is the decision-maker’s subjective mea-
sure of the expert’s credibility’. According to Morris (1977), just because the
decision-maker interprets the reception of the expert’s advice as the outcome
of an experiment, a distinction is required between the meaning of an expert’s
probability assessment to the decision maker and the expert himself: the expert
views his probability assessment as a reflection of his state of information, in-
stead, the expert’s probability assessment is information to the decision-maker.

The present paper applies Morris’ idea of the non-expert’s subjective assess-
ment of the expert’s reliability to the relationship between a subordinate and
his hierarchical superior in a dynamic setting.

As far as the optimal reporting of predictions is concerned, the usual case
is that in which both expert and decision-maker are interested in assessing the
value of some parameter 6. In particular, the word expert is the label attached
to the agent who is going to observe some private new data Y. However, both
expert and decision-maker agree upon the conditional distribution for Y given 6
for all possible values of § (Bayarri-DeGroot (1991)). The supposed consensus
upon the conditional distribution for private data given the unknown parameter
is the indispensable common ground for the interplay between Bayesian players.
In this way, expertise is a particular case of asymmetric information.

Instead, the present paper moves from the assumption that the knowledge of
the decision-maker may be so poor that he may not have a clue about the con-
ditional distribution for Y given #, but can just formulate his own personal as-
sessment of the expert’s credibility. The messages transmitted from superior to
subordinate can be seen as a sort of pathological case of soft information in that
hard information could be provided, but not understood by the non-expert”. If
the distinguishing characteristic of the expert is his differential knowledge, and
not just his informational advantage, the strategic interaction between expert
and decision-maker gets troublesome, as I will discuss later on.

2) Asymmetric information and strategic communication

In the economic literature concerning professional advice, asymmetric infor-

he is waiting for the weather report he ponders how he will use the weather-
man’s advice. He first reason that the weatherman will state a probability of
rain p (shorthand for {R | e} where R denotes rain and R/ denotes no rain). The
decision maker ... makes a subjective appraisal of the dependence between the
expert’s advice and the actual weather. Specifically, he asks himself what his
assessment of p would be if an honest clairvoyant told him that it will surely rain
on his picnic...For any given value of p he can calculate the posterior probability
of rain to be:

{p| R, d}{R|d}
{p| R, d}{R|d} +{p| R, d}{R' | d}

5The likelihhod function is related to the idea of calibration: according to Lindley (1982),
an expert is probability calibrated if the decision maker adopts the expert’s opinion for his
own. Other concepts of calibration are discussed by DeGroot-Fienberg (1983).

6 Economic contributions following this approach are concerned with the issue of delegation
to self-interested experts who are the agents in a principal-agent relationship (for instance,
Li-Suen (2004) and Demski-Sappington (1987)).

7As an example, I can read the results of my clinical tests, but I am unable to draw any
inference from their values.

{R|p,d} =



mation is at the heart of what is commonly known as cheap talk between the
sender and the receiver of messages. In Crawford and Sobel (1982), a better
informed sender sends a possibly noisy signal to a receiver, who takes an ac-
tion that determines the welfare of both. The sender has observed the value
of a random variable that is modelled as his type. Equilibrium is shown to
involve noisy signaling unless the agents’ interests coincide. While in Crawford
and Sobel the focus is on strategic information transmission by a partisan ex-
pert who is interested in biasing the action of a decision-maker, Ottaviani and
Sorensen (2006a)® consider a professional expert concerned about appearing to
be well informed, i.e. concerned with his reputation for ability. The expert
observes a private signal generated by a multiplicative linear experiment. The
expert’s unobserved ability parametrizes the amount of information about the
state of the world contained in the expert’s signal. After observing the signal,
the expert is free to publicly report any message. An evaluator combines the
expert’s message with the ex-post realization of the state to update the belief
regarding the expert’s ability. This posterior belief about ability is the expert’s
reputation and determines her payoff. The quality of the expert’s information
is evaluated on the basis of the advice given and the realized state of the world.
The signal that gives rise to the highest expected reputational payoff is shown
to be typically different from the signal actually observed.

The present paper takes from Crawford and Sobel the idea of a partisan
expert, in that the expert’s expected payoff depends on the decision-maker’s
actions. However, while in Crawford and Sobel, equilibrium will not involve
noisy signals when the agents’ interests coincide?, in the present paper solidar-
ity is shown to be consistent with biased messages. The present paper takes
from Ottaviani and Sorensen the idea of reputation concern on the expert’s
side, that, however, descend from the assumption of both common interest and
repeated interaction between expert and decision-maker. In contrast with mod-
els of strategic information transmission, the adoption of Morris’ approach to
the use of expert’s advice by the decision-maker makes this paper depart from
the usual game-theoretic approach. The reason is that the decision-maker will
resort to his own model of the expert and, consistently, the usual game-theoretic
concept of types for the experts seems to be only loosely appropriate. In this
way, the present paper is an attempt to pursue the intuition that the under-
lying difference between expert and non-expert is not private information, but
differential knowledge.

Credibility in information transmission is analyzed by Sobel (1985) for a
case in which an agent, the receiver, must decide whether to trust another, the
sender. The last one observes the value of a binary random variable and sends
a message to the receiver, who takes a decision affecting the welfare of both

8Related papers by the same authors are Ottaviani-Sorensen (2006b) and (2006c). Quite
a diiferent approach to the expert problem is taken by the economic lietarure about credence
goods. In that case, fraud and cheating are the major problems in the interaction between
experts and consumers (for an extensive review, see Dulleck and Kerschbamer (2006)).

9Theu show that the amount of information revealed in equilibrium increases as the pref-
erences of the sender and the receiver become aligned.



agents. The problem is that the receiver is uncertain about the preferences of
the sender, who can be a ”friend” or an "enemy”. Repeated interaction between
the agents, coupled with verifiable information at the end of each period of
interaction, is shown to make it worthwhile for the receiver to build a reputation
for truthfulness'’.

The present paper shares the same concern for credibility descending from
repeated interaction, but focuses on experts who are uncertain about the realized
state of the world, and on receivers who are uncertain about the experts’ ability
as probability assessors, and not about the senders’ preferences. In this way,
credibility is more the outcome of reliability than the result of honesty.

In the economic literature, the issue of opinions, and, more specifically, of
differences of opinions is often related to the discussion of the common prior
assumption and to differential interpretations of public signals. For instance, in
Harris and Raviv (1993), traders update their beliefs about an asset’s returns
using their own likelihood function of the relationship between public signals and
the asset’s returns. The fact that traders adopt different likelihood functions
is common knowledge. Different interpretations of the informative content of
public announcements is shown to be consistent with the volumes of trades in
speculative markets (Kandel and Pearson (1995)).

3) Hierarchies and informationally decentralized organizations

In the organization literature, hierarchies are built in order to save on in-
formation and knowledge costs. In this sense, a superior can be seen as an
expert who gives advice regarding stochastic variables to his subordinates. In
particular, the theory of teams by Marschak and Radner (1972) is an impressive
mechanism aimed at modeling decision rules for interdependent actions of soli-
daristic but informationally differentiated agents. In that context, information
is diversified in that different agents can observe different random variables, all
of them having an impact on the optimal team action profile. Marschak and
Radner are concerned with the design of the team optimal communication struc-
ture. All the internally transmitted information is ”soft information”, that the
authors themselves call instructions in some special cases. Marschak and Rad-
ner focus on examples of noisy channels of communication yielding distortions in
the transmitted messages. The present paper follows the team approach in that
agents’ behaviour is affected not by a conflict of interest, but by a particular
type of bias impairing the received messages. However, in the present paper,
messages can be distorted because they need to be subjectively interpreted by
the receivers, and not because they travel along noisy channels,.

The relevance of workers’ opinions or ideas is analyzed by Zabojnik (2002).
For a case of moral hazard, it is shown that it may be less costly to motivate
a worker who is allowed to work on his own ideas, rather than a worker who is
forced to follow the ideas of a better informed manager. In Zabojnik both worker
and manager observe signals of different quality about the state of the word
that was realized, and the comparison is between decentralized vs. centralized
decision-making in a framework of conflict of interests. The present paper,

10Honesty in informal communication is further analysed by Olszewski (2204).



instead, shows that, notwithstanding solidarity between the agents, the worker
will adhere to his manager’s instructions as much as the credibility he feels with
respect to his superior’s competence will let him.

An economic analysis of leadership is the issue of papers such as Rotenberg
and Saloner (1993) and Hermalin (1998). Rotenberg and Saloner are concerned
with incentive problems and show that leadership style can affect the incentive
contracts that can be offered to subordinates. Instead, in Hermalin leadership
is distinguished from authority because following a leader is perceived to be a
voluntary, rather than coerced, activity of the followers. Manager and workers
form a team a la Holmstrom (1982), the performance of which is impaired by
its members’ shirking, that descent from the team output-sharing agreement.
Leadership is analysed as the capacity to induce rational agents to exert effort
in situations when the leader has incentives to mislead them. The present
paper shares the idea that leadership is more sensitive to trust than authority
is. Again, trust and reactivity to instructions are shown to be relevant even in
cooperative situations.

Finally, the present paper and Prendergast’s (1993) theory of yes men may
be interpreted as different faces of the same coin: Prendergast is concerned
with the reliability of the subordinate’s reports, here the problem lies with the
reputation and credibility of the manager.

3 Set-up

The paper is concerned with the relationship between two agents: an expert,
labelled F, and a non-expert decision-maker, labelled N. In particular:

Assumption 1 :

1) the state of the world at time t, denoted by wy, is either low, wy, or high,
wp, for every t spanning from 1 to T.

2) Every period t, agent N chooses the level of some action at no cost.

3) Every period t, before taking action, agent N receives one message py from
agent E, with p; € [0,1]. Message p; is the probability, announced by agent E,
that wy s wy.

4) Current action and current state yield current output. The expected undis-
counted sum of per-period outputs is mazximised by the following optimal action
rule: choose always the level of current action in constant proportion with respect
to the probability that the current state is low.

5) Both agents share the same objective in 4) and are aware of the optimal
action rule.

6) Only after the current action has already been implemented, both the
agents observe the realization of the state of the world for the same period.

Under Assumption 1, for T periods agent N and agent E are engaged in
a joint activity. That joint activity yields per-period outputs that depend on
both the current state and the current action. The set of states is binary.



Agent N is a decision-maker in that he has complete control over the relevant
action, while agent F is an expert in that he is the source of messages stating
the probability of a particular state for the current period.

The agents share a common objective and know the action rule optimal for
that common aim. In particular, the optimal current action is simply propor-
tional to the probability that the current state is low.

The assumption that the agents are solidaristic and know the optimal action
rule serves the purpose of focusing attention on the interplay between agent N’s
beliefs and agent E’s messages. That interplay may have a dynamic evolution
since both the agents are supposed to observe the realization of the state of the
world at the end of every period.

In particular, from Assumption 1, agent N will choose the current action in
the correct proportion with respect to his posterior probability that the current
state is w;. The matter just lies in agent N’s beliefs, that satisfy the following
Assumption.

Assumption 2 :

1) At the beginning of every period, agent N'’s prior probability that the
current state is low is always equal to 0.5.

2) Agent N considers a message p; as the outcome of the random variable
P, in the sample space [0,1]. Moreover, agent N believes that all messages
from a particular expert are characterized by a unique parameter o from the
parameter set A such that pr (pt,w: = wy | @) is well defined for every a, py
and x, with x = [, h. Finally, agent N believes that the messages of the same
expert at different times form a random sample, conditional on the realization of
the same state of the world: provided the true state is always w, and messages
come from the same expert from time 1 to time n, then P, Py, ...P, are i.i.d.
with common likelihood function | (p | wy, ), where [ (p | wy, @) is always non-
negative for p € [0,1], and fol I(p | we,a)dp is equal to 1.

3) At the initial period, agent N considers agent E an experiment of unknown
parameter o, where a belongs to the non-singular parameter set A. Agent N
believes that his advisor’s parameter is a drawing from the distribution func-
tion G1 of a, with corresponding non-degenerate density function g1 () on the
parameter set A.

Under Assumption 2, the relationship between agent E and agent IV springs
from agent N’s uncertainty about the current state of the world. Agent N’s
uncertainty is substantial for two reasons. First, agent N’s prior probability
that the current state is low is always 0.5; hence, agent N believes that the
states at different periods are stochastically independent, and his uncertainty is
the highest at the beginning of every period. Second, agent IV looks at an expert
as a source of messages with a systematic and unknown component represented
by parameter a.



Let pr(w; | p, @) denote agent N’s posterior probability that w; is w;, given
pt equal to p and «, i.e.:

l(p | wl,Ol) (1)

Prlwn | P ) = T 1 (o [om )

The o parameters are a measure of the alignment of agent N’s beliefs to the
opinion stated by agent E because they satisfy the following condition:

Condition 1 : the parameters o; and oy are connected by the binary relation
Ry, denoted by <1, such that:
1) oj <1 o if and only if:

lp —pr(w | p,ai)| <|p—pr(w | p,ag)]  Vpe[0,1]

2) aj <1 a; if and only if a; <1 o and a; £1 o
3) aj =1 a; if and only if a; <1 oy and a; <4 o

From Assumption 2 point 2), all the messages received by the same expert are
supposed to be random variables with identical density function, I (p | ws, @),
conditional on the true state w, and parameter a. Under Condition 1, the
« parameter is a measure of reliability in that it is related to the distance
between agent N’s posterior beliefs and agent E’s messages. In particular, if
a; <1 a;, then, for some message p, |p—pr(w;|p, ;)| will be lower than
|p — pr(w; | p,a;)|: agent N’s beliefs will be closer to the opinion from «; than
to the messages from «;. In this sense, if a; <i «a;, agent N will associate
greater trust/reliability to c; than to a;.

Let & denote the particular parameter satisfying the following condition:

pr(wl | b, &) =D Vpe [07 1] (2)

In other words, given &, agent N will adopt the received message as his own
belief. Parameter & corresponds to the case of perfect calibration. It follows
that & >; « for every a in A.

Finally, say that a set C' is completely ordered by a binary relation < if and
only if: a) ¢; < ¢; or b) ¢; < ¢j or ¢) ¢; = ¢, for every ¢;, ¢; € C. The following
Assumption will be made:

Assumption 3 :

1) the parameter set A is completely ordered by relation Ry from Condition
1

2) the parameter & in (2) belongs to A

3)1(p|wy,a) isa continuous, differentiable and nondecreasing function of

4) 1P |wn, ) =11 = p|w,a) for every p and

Under Assumption 3, any two « parameters can be related through R
in terms of opinion reliability in the sense explained just above. Moreover,

10



Assumption 3 specifies some properties of the likelihood functions I (p | w, @).
In particular, agent N will believe that the probability, conditional on «, that
p is announced at time ¢ is positively related to the level of p when the current
state is low, while it is negatively related to the level of p when the current state
is high.

Now, consider the following condition for the weak property of monotone
likelihood ratio:

Condition 2 : the parameters a; and «; are connected by the binary relation
Ry, denoted by <o, such that :
1) o <9 oy if and only if:

I (pr | wi, o) . L(p: | wi, )
Lpr | wi,a5) = U(pz | wis )

V i > p- (3)

2) aj <2 a; if and only if a; <o a; and oy Lo @
3) aj =2 a; if and only if o <o o, and oy <o a;

The following Lemma shows that relation Rs is compatible with relation R;.
In particular:

Lemma 1 : when A is completely ordered by relation Ro from Condition 2,
then a; <o ay will imply that a; <1 oy

Proof. In the Appendix. ®

Given Lemma 1, the following Assumption will be made:

Assumption 4 : the parameter set A is completely ordered by relation Rs from
Condition 2

Given Lemma 1 and Assumption 2 point 3), let the distribution function G;
of o in be defined on the parameter set A completely ordered by either R; or
Rs.

The model of the expert adopted by agent N will correspond to the dis-
tribution of parameter . Agent E’s reputation will be represented by agent
N’s density function for parameter a. The reputation for credibility enjoyed by
agent E will determine the relationship between agent E’s message and agent
N’s posterior probability that the current state is low. At time ¢, given g; (@),
agent N will believe that the probability that agent E announces p; equal to
p, conditional on the current state w; being w;, denoted by I (p | wi, g+ (@), is
equal to:

L | wis g (@) =/1<p|wl,a>gt (o) da (4)
A

The credibility of agent E’s messages for agent IV is a necessary intermediary
step for the computation of agent IV’s posterior probability that the current state
wy 1S wy, given p; = p, i.e.:

11



l(p | Wi, gt (O()) (5)
plwige(@) +1(p|wn g (a))

From (4), since at the end of period ¢ the realization of the state of the world
for the same period, w;, is public information, agent N will update his model
of agent E for period (¢ + 1). Agent N will compute a new density function of
a, gi+1 (@ | we, p), that is equal to:

pr(wi | p, gt (@) = T

a)l We, Q0 .
ooy = BB m0)

As far as agent F is concerned, the following Assumption will be made:

Assumption 5 : agent E knows agent N ’s prior probability that w; is w;, and
the density functions g1 () and I (p | wa, @) for every w, and a. Every period t
agent E can attach a probability p; to the event that wy is wy.

Under Assumption 5 , agent F can compute agent N’s posterior probability
that the current state is low, i.e. pr(w;|p,g: () in (5). Hence, agent N’s
behaviour will be perfectly predictable by agent F, who can treat agent N as a
sort of Stackelberg follower. In other words, agent F will have correct second
order beliefs with respect to agent N. Contrarily to most models of expert
behaviour, agent E’s true probability that the current state is low, p;, will be
interpreted just as agent E’s confidence that the current state is low. In this
sense, the a parameters will be relevant for agent F in as much as they affect
agent N’s beliefs, and not because they represent the rank through which agent
E measures his own information.

Let V (pt | g+ (o)) denote the squared difference between p; and agent N’s
posterior probability that w; is wy, given py = p and g (o) in (5), i.e.:

V (pr | 9 () = [pr — pr (Wi | B, g1 ()] (7)

Finally, let p; denote the vector of messages from time ¢ to time 7', i.e.:

Pt = (Pt,Pt1, -, PT) (8)

Given Assumption 1, solidarity between the agents and knowledge of the
optimal action rule will make agent F concerned with the distance between his
true probability p; that the current state is low and agent N’s probability of
the same event. Indeed, that distance is related to the difference between the
optimal action according to agent F and the optimal action according to agent
N. Tt follows that agent E’s expected payoff at time ¢, denoted by 7; (p:), can
be represented by the following function:

T
T (pe) == V(e [ g (@) +E | Y Vipj|g(a) (9)

j=t+1
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4 Preliminary results

The following Lemma shows that under the monotone likelihood ratio property
the following results hold:

1) when the current state is low, the probability that a message lower than
p is announced will never be greater conditional on «; than conditional on «; if
a; <2 ;;

2) agent N will interpret higher o as more informative experiments;

3) provided w; has occurred at time ¢, the posterior density function of «
conditional on higher messages at time ¢ will dominate in the sense of first order
stochastic dominance the posterior density function of a conditional on lower
messages at time .

In particular, let L (p | w;, &) denote the distribution function associated to
Il(p | wp,a), ie.:

D
L(p|w,a) :/ L(m | w,a)dm
0
The following can be proved:

Lemma 2 :
1) given o >2 aj, L (p|wi, ;) < L(p|wi, e ) for every p
2) experiment o is sufficient for experiment ;.
3) given g; (a), o > oy and p > ps, then g1 (a) in (6) is such that:

ge+1 (qi | wi, pr) S 9+t (aj | wi,pr)
Ge+1 (i | wi,p2) — gegr (0 | wi, p2)

G (aw,pr) < Gy (o | wi,ps) Va (11)
Giy1 (ol wh,pk) = Giga (| wa,p2) Va

Proof. In the Appendix. m

In order to handle an easier notation, let agent N’s posterior probability that
wy s wy, given p; and g; (), in (5), be represented by the function & (p; | g¢ (@),
ie.

pr(wi | pe; g (@) = ke (1 | 9: (@) (12)

Under Assumption 3 points 3) and 4), k; (p: | g+ («)) in (12) is non-decreasing
inp.
Let A denote the subset of A such that I (p | w;, «) is increasing in p, i.e.:

A= {a |l (pk | wi,a) > 1(ps | wi,a) for every pr > p,} (13)

The following Lemma shows that, provided some condition on the prior
density function of « are satisfied, k; (pt | g+ (o)) will always be strictly positive,
lower than 1 and invertible. Moreover, k: (p: | g+ () will not be lower (higher)
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than p; if p; is lower (higher) than 0.5. Finally, provided w; has occurred at time
t, the higher the message at time ¢, the greater will be the range of the domain
of the inverse function k; *. When G (@) dominates G’ () in the sense of first
order stochastic dominance, the range of the domain of the inverse function k; !
will be smaller under G} () than Gt («). In particular:

Lemma 3 : provided g; () is non-degenerate on & and is positive for some «
in A, then:

1) ke (pe | g+ (@) € (0,1)
2) ki (pt | g¢ (@) is increasing in py, and so invertible.

3) ki (pt | 9¢ (@) > pe for every p: in (0,0.5) and ki (pt | ¢ () < pe for
every py in (0.5,1)
4) provided Gy (o) < G, («) for every a, then:
ke (0] ge (@) <ke (0] gt () <ke (1] g; () <ke(1]ge(e))  (14)
5) for every py > p,:

kir1 (0] gea (| wispe)) < kg1 (0] gt (o | wi,p2)) (15)
kip1 (1] gegr (o |wi,pr)) > kepr (1] geg1 (o | wi,p2))

Proof. In the Appendix. =

5 Message Rule for One Period Ahead

In the one-period case, agent F will announce pr in order to minimize the
distance between his own probability that the current state is low and agent
N’s posterior belief. Hence, from (7), (9) and (12), agent E will solve the
following problem:

minV (pr | gr (@) = [pr — br (o7 | g7 (a)))? (16)

Let k7' (pr | g7 (a)) denote the inverse function of kr (pr | gr (a)). Let pi
denote the solution to the problem in (16). The following can be proved:

Proposition 1 : provided gr (o) is positive for some o in A in (13), agent E
will adopt the following message rule:

pr = 0 if pr €1[0,kr (0| g7 (a))] (17)
pr = ki (br|gr (@) if pr € (kr(0]gr (@), kr(1|gr(a)))
pr = 1 if pr € [kr (1] gr(a)),1]

Proof. In the Appendix. m
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Corollary 1 : 1)

V(p7 | g7 () >0 if pr & (kv (0] gr(a)),kr(1]gr(e)))

2) given Gy (o) < G} («) for every «, then:
E[V (pr | g7 ()] <E[V (p7 | 97 ()] (18)

3) under the message rule in (17), it will be that:

pr < Pr if pr € (0,kr (kr (0| gr (o) | gr ()] (19)

pr < Pr if pr € (kr (kr (0] gr (@) | 97 ()),0.5)

pr = Pr if pr=20.5

pr > DPr if pr € (0.5, kr (kr (1]gr(a)) | gr(a)))

pr > Pr if pr € (kr (kr (1| gr (@) | g1 (@)),1)

4) when gr (a) is positive for some a such that:

Lipk |wi, &) _ L(pk | wi, @)

— or ever > 20
(- 100,8) ~ Tp- [wna) 17 cveryps>p: (20)
then:
pr < DPr if pr € (0,0.5) (21)
pr > DPr if pr € (0.5,1)

Proof. In the Appendix. =

Proposition 1 shows that agent N’s posterior belief will be perfectly aligned
to agent E’s true belief only if agent E’s true probability belongs to the open
interval between k7 (0 | g7 () and kr (1] gr (). Otherwise, agent E will
prefer to announce one of the extreme values that his messages can take.

From Corollary 1, distortion in the announced probability from agent FE’s
true probability will always occurs for some values of agent E’s beliefs, notwith-
standing solidarity between the agents. Moreover, distortion will always prevail,
except for the case in which ppr = 0.5, if some a parameters satisfy the strong
property of monotone likelihood ratio.

Distortion will work in the following way: agent E will announce a low-state
probability that is smaller than his true belief, when he is less confident than a
low state will occur; instead, agent E will announce a low-state probability that
is greater than his true belief, when he is more confident than a low state will
occur. The reason is this: when agent N does not certainly believe that agent
FE is perfectly calibrated, then agent I will exaggerate his messages in order to
make them "loud and clear”.

The worse is agent E’s reputation according to agent IV, i.e. the worse is
the distribution function of « in the sense of first order stochastic dominance,
the greater will be both the distortion in the announced probability and the loss
expected by agent F, just because agent IV is more insensitive to messages.
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6 Message Rules for Two Periods Ahead

For the two-period case, at (T — 1) agent E will work out his optimal message
rules for both period (T' — 1) and T'. From (8), (7), (9) and (12), agent F will
plan to announce py_; in order to solve the following problem:

min V (pr—1 ] 971 () + (22)
+pr—1E[V (pr | 97 (o) | wi, pr—1)] +
+qr 1 E [V (pr | 97 (@) | Wiy pr—1)]

where gr_1 = (1 — pr—1).
Given Proposition 1, since the optimal message rule for period T corresponds
to (17), the problem in (22) can be replaced by the following one:

zngll,I} [pr—1 — kr—1 (pr—1 | gr—1 (@)))* + (23)
+  pr-1[Qi(pr-1) + Si (pr-1)] + Gr—1[Qn (pPT-1) + Sh (pr-1)]
where:
Qz (pr-1)

k1 (0lgr (a|ws,pr—1))

= [r — kr (0] 97 (o | wa, pr—1))]* f (Br | Br—1) dipr

Sz (pr-1)
1

- / pr — kr (1] g (o | we, pr—1)2 £ (P | Pr—1) dpr

kr(1lgr (a|ws,pr—1))

with x =1, h.

From (23) and Lemma 3 point 5), the opinion announced by agent E at time
(T — 1) will have both a direct impact on agent N’s beliefs at time (7' — 1), and
an indirect impact on the reputation enjoyed by agent F at time T'. Credibility
will be relevant for agent E in as much as it fosters the future alignment of
agent N’s beliefs to agent E’s stated opinions.

Condition 3 :

Okt (0] g7 (| wi, pr—1)) ‘/ L (prr | wi, @) da
Ipr_q A 7

Ok (0] g7 (o | wh, pr—1)) / L (pr_1 | wh, @) da
Ipr_1 A 7

Vpr_1 € [0, 05)
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Let pr_1 denote the solution to the problem in (23). The following can be
proved:

Proposition 2 : provided gr (a) is positive for some o in A in (13), if Con-
dition 8 holds, agent E will adopt the following message rule at (T — 1):

pr-1 = 0 if pr—1 €10,7]
pr-1 < Pr-i if pr—1 € (2,0.5)
ﬁT—l = 0.5 Zf ﬁT—l =0.5
pr-1 > Pr-1 if pr—1 € (0.5,y)
proa = 1 if prs €y 1]
where:
0 < z<kr_y (0 | gr—1 (Oé)) (24)

1 > y>kr1(1]gr-1(a)

Proof. In the Appendix. m

Corollary 2 : the message rule in Proposition 2 will be such that:

Pr—1 > Dy if pr—1 € (2,0.5)
pr—1 < DPr_ if pr—1 € (0.5,y)

where p_, is the optimal message rule for the one-period case proved by
Proposition 1.

Proof. In the Appendix. m

As Proposition 2 shows, in the two-period case, agent E may face a trade-off
between leading agent IV to have correct posterior belief in the first period, and
improving his own reputation in the second period. It follows that agent E will
keep on exaggerating his report only when his true probability of a low state
are sufficiently extreme.

As Corollary 2 proves, distortion at (T'— 1) will be less severe than it would
be if it were the last period of interaction. Indeed, when agent F is sufficiently
uncertain about the current state, to exaggerate his announced opinion will
adversely affect his expected reputation at the last period. In order to preserve
credibility, and so to keep control over future expected losses tomorrow, agent
FE will accept a higher expected loss today.

Then, repeated interaction will make agent E concerned about the reliability
of his reports. As a result, messages will less biased with respect to the true
beliefs of the sender.

Propositions 1 and 2 are illustrated through the following example.
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Example 1 Suppose that:
1) Ael0,1]
2) (@) Eifal = g, Var(a) = o?
3)l(pt |wi,a) =1 —a(1—2p)
4) L(pe fwn,a) =14 a (1 —2py)
Hence:

ke (e | g¢ ()
Jall—a(l—=2p)] gt (@) da
Jall—a(=2p)]g; (@) da+ [, [1+a(1-2p)] g (a) da

1=y (1 _2Pt)
2

From Proposition 1, in the one-period case the message Tule will be the fol-
lowing:

* . _ 1-—

pr = 0 if pTE[O, ;T) (25)
o 2or—ltpp 1—pp 1+ pp

pr = . if pre 5 5

. o 1+

pr = 1 if pT€<—2MT,1}

For the two-period case, given:

[1—a—2pr—1)|gr-1 ()
L —pp_y (1= 2pr—1)
fp_y — (1 =2p—1) (02 g +p2_y)
L=p, (1 - 2pT—1)

gr (o |wy,pr—1) =

Ela|gr(a|w,pr-1)] =

[1 + « (1 - 2pT71)] 9r_4 (Oé)
1 -+ ,UT71 (1 - 2pT*1)

pr_1+ (1=2p,_,) (Oi,l + uL)
1 +'uT—1 (1 - 2pT*1)

ar (a | WhapT—l) =

Ela | gr (o] wh,pr-1)]

it will be that:

kr (0] gr (a | wi,pr-1)) (26)
1—2pp_ (1—pra) + (1= 2pr 1) (071 + 5 )
21— pp_q (1 =2pr_1)]

1—=2pp ypr—1— (1 —2pr_1) (65 _y + pid_4)
2[1+ pp_y (1= 2pr_1)]

kr (0] g7 (| wp, pr—1)) =

(27)
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From Proposition 2, the first derivative of (23) will be equal to:

1 —pip_q (1 =2pr_1)

=2 |pr—1— 5 pp_1+ (28)
2
Op_
+2pr—1 I=1 5 [Mi (pr—1) — Ni (pr—1)] +
[1 —Hr—1 (1 - 2PT71)]
2
Op_
—2qr—1 L) [My, (pr—1) — Ni (pr—1)]

1+ pp_y (1= 217T71)]2

From (26) — (27) it follows that:

kr (0| g7 (a | wi,pr—1)) > kr (0] gr (| wh,pr-1)) if pr—1 €10,0.5)
kr (1] gr(a|w,pr-1) < kr(1|gr(a|wn,pr-1)) if pr—1€10,0.5)

Consider the following message pk._, from (25):

2pr—1 — 14 pr_,y
= 0.5
Pr=1 2pp_y =

It follows that:

1-— 1 — 2p%
pr-1= Fr (2 Pr-1) < 0.5

1 1
Since > , Condition 3 is

(1= pp_q (1= 2pr_1)] [1+ ppoq (1= 2pr-1)]
satisfied. (28) is lower than zero and pr—_1 is strictly greater than p%._.

7 Conclusions

The paper shows that the opinion announced by an expert can be distorted
from his true beliefs in the interaction with a solidaristic non-expert. The time
horizon of interaction is proved to have an impact on the level of bias in messages.

The basic interaction analysed in the paper between an expert and a decision-
maker can represent the relationship between a manager and his subordinate
when instructions are issued from the former to the latter. Often, indeed, the
subordinate cannot but take instructions very much like the opinion of the
sender, and opinions are always objectionable.

The model may be extended in different ways. Two directions of future
research are the analysis of many activities and so of different types of action,
and the case of a non-binary set of states of the world'!.

11 An additional problem is the coherent combination of experts’ opinions. For an extensive
review of the subject, see Genest-Zidek (1986) and Clemen-Winkler (1999).
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9 Appendix

Proof. of Lemma 1:
Given oy, a; € A, let B;; and C;; be the sets defined as follows:

Bij = Apllplw,e) <l(p|wi, )} (29)
Cij {p 1 1(p | wi, i) > L(p | wi, 05)}

Given «; #1 «j, there will be one p at least such that [ (p|w;, ;) #
L(p| wi, @ ), since fol I(p| we,a)dp = 1for every a. Given continuity of I (p | wy, c)
for every a, the sets defined in (29) are non-empty and non-singular for any
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o #1 a. Hence:

PB (S Bij and pc € Cij (30)
l(pc | wi, ;) o1 l(pB | wi, ;)
l(pc | wi, ) L(pB | wi, ;)
Given (30)
0 <2 i = pp < pc (31)

Let asy, denote the particular parameter satisfying the following condition:
asp, <o Va € A\ayy,
Let a,, denote the particular parameter satisfying the following condition:
Up | wi, o) =2 Vp € [0, 1] (32)
Suppose asr, <2 . Given (30)

Z(PC | wlaam) 1> Z(PC |wl7a2L)

PB € Bpmar and po € Cpar —
L(pB | wi,am) l(pB | wi,aar)

Given (31), I (p | wi, azr) should be decreasing for some p, contrarily to As-
sumption 3 point 3). Hence, oy, <2 aor. If oy, € A, then ay, =2 agp. If
am ¢ A, then a,, <g asr,.

Consider any a; >2 ayy,. Since:

l(pc | wi,ay) ~pe | wi, am)
— > 1 _
l(pB | wi, ;) L(pB | wi,am)

— 1l(pc | wi, i) > 1(pB | wi,a;)

pB € By, and pc € Cim —

it follows that:
I(p|wi, @) is increasing for some p for every a # oy, (33)
Hence:

lp|lw,a) =10 |w,a) > 0—
L(p|lwpa) =1 |w,a) > 0 Va; >0
Given «; >o Qg
l(pB|Wl7ai) > l(P|wl,Oéi)
l(pp |wi, o) — U(p|wi,af)

— lp|lw,aj) >1(p|w,ai) Yp<pp

pPB € Bij — 1> Vp < pPB (34)

Let p and p denote the lowest and the highest p such that:

L(p | wi,ap) =1(p | wi, )
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From (34):
a; >3 aj — Bij = [0,p) and Cy; = (p, 1] (35)

Hence:
l(O|wl,ai)20%1(0|wl,aj)>0 Vaj <2 @4 (36)

Consider &. By definition, [ (0 | w;,&) = 0 and I (p | wy, &) > 0 for every p
in (0,1]. Suppose that a; > & for some o; € A. In that case, (36) would be
violated. Hence:

a>a VaeA\d (37)

Since the sum of continuous functions is a continuous function, and the
ratio of continuous functions is a continuous function, provided the denominator
function is never zero, then pr(w; | p,a) is a continuous function of p, from
(36) — (37).

Moreover, pr(w; | p, ) is a nondecreasing function of p such that pr(w; | 1, @)
is greater than pr(w; | 0, «) for every a # «;,, from (33).

Let M be the closed set of p between 0.5 and 1. Then:

a; < 20y
L(p|wi,a) > L(p|wn,a;)
Lp|wi,ep) — Up | wh, o)
— pr(w | p,a;) > pr(w [ p,a;) VpeM

Vpe M

aj < o4 and pr(w; | p,oy) > pr(w | p,a;)
— pr(w | p ) >pr(w | p,e5) VP el VpeM

Qi < 20y (38)
= pr(wi | pag) >pr(w | p,ey) VpeMNC;
Let N be the closed set of p between 0 and 0.5. It can be shown that:

a; < 204 (39)
— pr(wi | p,aj) >pr(w | p,a) VpeNNDBy

Given (37), (38) and (39):

Q >2 O — O >1 O

Proof. of Lemma 2:
Point 1): given o; >2 a; and (29), from Lehmann (1986, p.85), given a
nondecreasing function ¢ of p, if b = supp,, ¥ (p) and ¢ = infc, ;9 (p), then
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c¢c—b>0 and:
/w Lo | wiyas) —1(p | wiy ;)] dp
/ GO P wiai) —L(p | o)) dp +

/w Lp | wias) —1(p | wi, )] dp

From the weighted mean-value theorem for integrals, since [l (p | wi, ;) — 1 (p | wi, a;)]
never changes sign in B;; and Cj;, then:

/ G @) (| wioi) —L(p | wi, )] dp

= w(pB)/ [(p|wi,o)=1(p|w,o )]ldp  pp € Byj

Bi]’

/ 6 0) [L(p | wiras) — 1 (p | wr, a7)] dp

Cij
= o) [ Bolena) -0 wa)ldy  poeCy

Since:

w<p3>/ (o | wiros) —1(p | wr, ;)] dp

Bi]’

vV

b/ (o | wi o) — 1 (p | wi, )] dp

Bl;j

w<pc>/ (o | i) — 1 (p | wr, )] dp

ij

vV

/ (o | wia0) — 1 (p | wi, 7)) dp

ij

b 1l wna) =1 | wa)ldp+

ij

/ (o | wi00) — 1 (p | wi, )] dp

CI',]'
- (“b)/c (o wiai) —L(p | wiay)dp >0
it follows that:

Jp @ L(p|w, i) —1(p|w,a;)]dp>0—
E[)(p) | wi, i) = Ep (p) | wi, oy (40)
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Consider a nondecreasing function ¢ of p such that:

e = 1 ifp>p
©(p) = 0 otherwise
From (40):
L(p|wpa;) <L(p|w,oy) forevery p (41)
l
Point 2): under Assumption 3 points 3) and 4), plona) is nondecreasing
l (p | Wh, Oé)
in p for every a. Hence:
¢
/ I(p|lwp,a)dp :  error of the I type fixed at ¢ (42)
0

1 1—t
/ l(p|wn,a)dp = / [ (p| wi,a)dp: error of the II type given ¢
t 0
Given «; >3 o, consider experiment k£ such that:
Lplw,k) = 1(p|lw,a)) (43)
Lplwn k) = L(p|wn o)

Blackwell (1953)!2 shows that experiment 3 is more informative than exper-
iment v, denoted by 8 D «, if and only if at every level ¢ the error of the II
type with (§ is less than or equal to the corresponding error with «. Compare
experiment k to experiment ;. From (41) and (43) it follows that:

t t
/Z<p|wl,k:>dp - /1<p|wl,aj>dp (44)
0 0
1 1—t¢t 1—t¢
/l<p|wh,k>dp - / 1<p|wl,ai>dps/ Lp | i) dp
t 0 0

— kDOéj

Now, compare experiment k to experiment «;:

1 1
[1wleonnd = [ ip]wnad
t t
t t t
/l(p|wl,ai)dp < /l(p|wl,k:)dp:/ l(p|wi,a;)dp from (41)
0 0 0

— Oq:)kDOzj

Point 3): consider two density functions of «, g(«) and ¢’ (a) such that
9(@)
g' (@)

is nondecreasing in a. Let D and E be sets defined as follows:

D = {alg(a)<g (o)}
E = {alg(a)>d (o)}

12DeGroot (1962, 1979) provides a detailed analysis of the concept of sufficient experiments.
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Given a nondecreasing function ¢ of «, if d = suppt) () and e = infgy) («),
then e — d > 0 and:

[ @l )] da
:/Dwag da+/1/) a)] da

From the weighted mean-value theorem for integrals, since [g (a) — ¢’ (a)]
never changes sign in D and in F, then:

/D () g (@) — ¢ (a)] da

_ w<aD>/D[g<a>—g'<a>]da ap €D

/ ¥ () [g(a) — ¢ ()] da
E

_ w<aE>/E[g<a>—g'<a>1da ap€E

<
o
S
S
=)
2
\
Q\
2
Y
Q
Y]
a

it follows that:

[iv(@)]g(@) =g ()] da >0 —
Efp(a)|g(@)] > E[)(a)]d ()

Consider a nondecreasing function ¢ of a such that:

pla) = 1 fa>a
p(a) = 0 otherwise
Hence:
90 | ondecreasing | G(a) <G (a) f 15
o (@) nondecreasing in « — G (o) < G’ () for every « (45)
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Given a; >9 o and py > p;, and:

gipr (| wi,pr) Lk |wi, @) [41(p2 | wi,a) g (@) da

g1 (@ wi,pe)  L(p: wi @) [, 1ok | wi, @) g (@) dex

it follows that:

l(pr | wi, o))
L(p- | wi, )

l(pk | wlaai)
L(p. | wi, )

v

— (10) — (11)

Proof. of Lemma 3:
Points 1) and 2): provided g; (o) is non-degenerate on &, then from (36):

0 < ke(0]ge(a))
L > k(1] g ()

Provided g¢; () > 0 for some «a in A, then k; (p; | g; () is increasing in p;.
Hence, ki (pt | g+ (o)) is invertible.
Point 3): under Rs:
IA-plw,a) 1-p lA-plw,e)

— = > Vpe(0,0.5),Va<s a
[Glena) — 7 = ilonay P08 Va<

Hence:
(1—p>/z(p|wl,a>gT<a>da2p/1(p|wh,a>gT<a>da Vpe(0,05)
A A

Point 4): given a; >2 o and (35), then:

1(0] w, ) is decreasing in o, V « # ayy

1(0 | wp, ;) is increasing in a, V a # am,
where ay,, is defined in (32). It follows that:
/Al(0|wl,a)g(a)da < /Al(0|wl,a)g’(a)da (46)
/Al(0|wh,a)g(a)da > /Al(0|wh,a)g’(a)da

(14) follows from (46).
Point 5): (15) follows from (10) and (14). m

Proof. of Proposition 1:

from Lemma 3 points 1) and 2), V (pr | g7 («)) is:

a) always positive and decreasing in pr if pr < k7 (0 | g7 (@)

b) always zero if pr = k3. (br | gr (@) and p1 € [kr (0] g7 (@), kr (1] g7 ()]
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c) always positive and increasing in pr if pr > kr (1 | gr («)).
Consequently, (17) is the optimal message rule of agent E. m

Proof. of Corollary 1:

Point 1): it follows from (17).

Point 2): (18) follows from Lemma 3 point 4)
Point 3): (19) follows from Lemma 3 point 3).
Point 4): given Lemma 3 point 3), under (20):

I(1-plw,a) 1-p 1(1=plw,)
- = >
L(p|wi,a) P L(p|w,a)
It follows that:

Vp e (0,0.5)

(1—p)/Al(pIwz,a)g:r(a)da>p/Al(pIwh,a)g:r(a)da Vp € (0,0.5)

kr (pe | gr (@) > pe Vp €[0,0.5) (47)
kr(pe | gr (@) < pe Vpe€(0.5,1]

(21) is the consequence of (47). m

Proof. of Proposition 2:
The first derivative of (23) is:

o Ukr (pr—1] 97-1(a))

[pr—1 —kr—1 (pr—1 | gr—1 ()] + (48)

Ipr_1
kT (0 ,PT—1)) _
ok ( |9§(a|wz pr-i)) o, (pr_1) +
pPr—1
dkr (1 Wi, PT—-1)) _
ok ( |9t1F9(0f| LPr)) 5N (pr_1) +
pPr—1
9k (0 ,Pr—1)) _
ok ( |9i:9(a|wh pr 1))QT—1M}L (pr_1) +
PTr—1
9k (1 ,Pr—1)) _
-2 T ( |gg(0f|wh pr 1))qT—1A%(PT—1)
Pr—1
where:
M, (prl)
kr (0lgr (a|wz,pT-1))
= [pr — k7 (0| 97 (o | wa, pr—1))] f (Br | Pr—1) dPT
0
N, (prl)
1
= / pr —kr (1| 97 (o | we, pr—1))] f (Br | Pr—1) dpT

kr(1gr (¢|we,pT-1))
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with x =1, h
From Lemma 3 point 2):

Vkr_1 (pr—1 | 97-1 (@)

>0
Ipr_1

From Lemma 3 point 4):
pr-1 €[0,0.5) = M; (pr—1) < My (pr-1) <0, N;(pr-1) > N (pr-1) >0
From Lemma 3 point 5):

Vkr (0] g7 (a | wi,pr—1))

< 0
Ipr_1

Ukt (0| g7 (o | why pr—1)) S 0
Ipr_1

Under Assumption 3 point 4):

kr (1] gr (o | we,pr—1)) = [1 = kr (0| 97 (o | wa, pr-1))]

Hence, Condition 3 implies that:

Okr (1] g7 (a | wi,pr—1)) / L prs | wi,a) da
Ipr_1 A 7

> "‘%T (1| gr (a | wn,pr—1))
N Ipr_1

‘/ I(pr—1 | wn, @) da Vpr_1 € [0,0.5)
A

consequently:

B 'ﬁkT (1] gr (o | wiypr—1)) ' M (pT71)/Al(pr1 | wr, @) da +(49)

Ipr_1
Yk (1 Q| Wi, Pr—
+ 7 ( |91T9( | wi, pr 1))Nl (pT71)/l(pT71|wl,0l)da
PT—1 A
Yk (0 O | Wh, PT—
S 7 ( |gf9( | wn, pr 1))Mh(pT1)/l(pT1|whvo‘)da+
DT—1 A
Ykt (1 Q| Wh, PT—
+' 7 ( |gf9( | wh, pr 1))'Nh(pT1)/l(pT1|wh,Oz)da
DT—1 A
Vpr_1 € [0,0.5)
Since:
k7 (0 o | Wi, pr—
_‘ 7 ( |9”;F9( | wi, pr 1))'Mz(pT—1)+
PT-1
+19k3T (1] 9?9150‘ | u’l’pT_l))Nl (pr—1) is decreasing in pr_;
T—1
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77.9/"»'7“ (0 | gr (a | wh;pT—l))

M, -
r— n(pr—1) +
Pkr (1 -
n 7 (1] g;;(a | Wy PT-1)) Ny, (pr—1) is increasing in pp_q
Pr—1

when pr_q € [0,0.5), it follows that:
a) when pp_; € [0,0.5), there exists a z such that:

i Vkr (0| 97 (o | wi, pr—1))

_ M, _
PT—1 I 1 (pr—1) +
kr (1 a | wy, pr—
+pr-1 all |g:1F91§T|1 LPT 1))Nl (pr-1)
Ik (0 a | whn, pr—
= —1 (0] g:;Z()T |1 b P 1))Mh (pr—1)+
kr (1 a | whn, pr—
~1 (] g:;;T |1 b P 1))Nh (pr-1) +

Vkr_1 (pr—1 | 971 (@)

evaluated at pr_1 = 2
Upr 1

+[kr—1 (pr—1 | 97-1 (@) — Pr—1]
b) when pr_;1 € [0,0.5):
Pr—1 € [2,0.5) = pr—1 > Pr_1
The proof is analogous for the case in which pr—_; € (0.5,1]. =

Proof. of Corollary 2:
From (49) it follows that:

pr—1 € [kr—1 (0] gr—1(a)),0.5) = pr_1 > kz'y (Pr-1 | gr-1 () = pj_y

30



NRM

PRCG

PRCG
IEM

PRCG

CCMP
CCMP

CCMP

CCMP

CCMP
SIEV

CCMP

NRM

NRM

CCMP

ETA
ETA

NRM
IEM

ETA

CTN

CCMP

NRM

CCMP

ETA

ETA
CCMP

CCMP

CCMP

1.2007

2.2007

3.2007
4.2007

5.2007

6.2007
7.2007

8.2007

9.2007

10.2007
11.2007

12.2007

13.2007

14.2007

15.2007

16.2007
17.2007

18.2007
19.2007

20.2007

21.2007

22.2007

23.2007

24.2007

25.2007

26.2007
27.2007

28.2007

29.2007

NOTE DI LAVORO DELLA FONDAZIONE ENI ENRICO MATTEI
Fondazione Eni Enrico Mattei Working Paper Series

Our Note di Lavoro are available on the Internet at the following addresses:
http://www.feem.it/Feem/Pub/Publications/WPapers/default.htm
http://www.ssrn.com/link/feem.html
http://www.repec.org
http://agecon.lib.umn.edu
http://www.bepress.com/feem/

NOTE DI LAVORO PUBLISHED IN 2007
Rinaldo Brau, Alessandro Lanza, and Francesco Pigliaru: How Fast are Small Tourism Countries Growing?
The 1980-2003 Evidence
C.V. Fiorio, M. Florio, S. Salini and P. Ferrari: Consumers’ Attitudes on Services of General Interest in the EU:
Accessibility, Price and Quality 2000-2004
Cesare Dosi and Michele Moretto: Concession Bidding Rules and Investment Time Flexibility
Chiara Longo, Matteo Manera, Anil Markandya and Elisa Scarpa: Evaluating the Empirical Performance of
Alternative Econometric Models for Oil Price Forecasting
Bernardo Bortolotti, William Megginson and Scott B. Smart: The Rise of Accelerated Seasoned Equity
Underwritings
Valentina Bosetti and Massimo Tavoni:. Uncertain R&D, Backstop Technology and GHGs Stabilization
Robert Kiister, Ingo Ellersdorfer, Ulrich Fahl (Ixxxi): A CGE-Analysis of Energy Policies Considering Labor
Market Imperfections and Technology Specifications
Monica Serrano (Ixxxi): The Production and Consumption Accounting Principles as a Guideline for Designing
Environmental Tax Policy
Erwin L. Corong (Ixxxi): Economic and Poverty Impacts of a Voluntary Carbon Reduction for a Small
Liberalized Developing Economy: The Case of the Philippines
Valentina Bosetti, Emanuele Massetti, and Massimo Tavoni: The WITCH Model. Structure, Baseline, Solutions
Margherita Turvani, Aline Chiabai, Anna Alberini and Stefania Tonin: Public Policies for Contaminated Site
Cleanup: The Opinions of the Italian Public
M. Berrittella, A. Certa, M. Enea and P. Zito: An Analytic Hierarchy Process for The Evaluation of Transport
Policies to Reduce Climate Change Impacts
Francesco Bosello, Barbara Buchner, Jacopo Crimi, Carlo Giupponi and Andrea Povellato: The Kyoto
Protocol and the Effect of Existing and Planned Measures in the Agricultural and Forestry Sector in the EU25
Francesco Bosello, Carlo Giupponi and Andrea Povellato: A Review of Recent Studies on Cost Effectiveness of
GHG Mitigation Measures in the European Agro-Forestry Sector
Massimo Tavoni, Brent Sohngen, and Valentina Bosetti: Forestry and the Carbon Market Response to Stabilize
Climate
Erik Ansink and Arjan Ruijs: Climate Change and the Stability of Water Allocation Agreements
Frangois Gusdorf and Stéphane Hallegatte: Compact or Spread-Out Cities: Urban Planning, Taxation, and the
Vulnerability to Transportation Shocks
Giovanni Bella: A Bug’s Life: Competition Among Species Towards the Environment
Valeria Termini and Laura Cavallo: “Spot, Bilateral and Futures Trading in Electricity Markets. Implications for
Stability”
Stéphane Hallegatte and Michael Ghil: Endogenous Business Cycles and the Economic Response to Exogenous
Shocks
Thierry Bréchet, Francois Gerard and Henry Tulkens: Climate Coalitions: A Theoretical and Computational
Appraisal
Claudia Kettner, Angela Koppl, Stefan P. Schleicher and Gregor Thenius: Stringency and Distribution in the
EU Emissions Trading Scheme —The 2005 Evidence
Hongyu Ding, Arjan Ruijs and Ekko C. van Ierland: Designing a Decision Support System for Marine Reserves
Management: An Economic Analysis for the Dutch North Sea
Massimiliano Mazzanti, Anna Montini and Roberto Zoboli: Economic Dynamics, Emission Trends and the EKC
Hypothesis New Evidence Using NAMEA and Provincial Panel Data for Italy
Joan Canton: Redealing the Cards: How the Presence of an Eco-Industry Modifies the Political Economy of
Environmental Policies
Joan Canton: Environmental Taxation and International Eco-Industries
Oscar Cacho and Leslie Lipper (IXxxii): Abatement and Transaction Costs of Carbon-Sink Projects Involving
Smallholders
A. Caparrés, E. Cerdd, P. Ovando and P. Campos (Ixxxii): Carbon Sequestration with Reforestations and
Biodiversity-Scenic Values
Georg E. Kindermann, Michael Obersteiner, Ewald Rametsteiner and Ian McCallcum (IXxxii): Predicting the
Deforestation—Trend Under Different Carbon—Prices




CCMP

ETA
KTHC
CCMP
CCMP
CCMP
SIEV
CCMP
CCMP
CCMP
CCMP
PRCG

PRCG
CCMP

ETA
KTHC
CCMP

CCMP
KTHC

NRM
KTHC

CCMP

NRM

CCMP

CCMP

CCMP

CCMP

CCMP
KTHC

SIEV
ETA

CCMP

CCMP

CCMP
CTN

CTN

CTN

CTN
CTN

CTN

30.2007

31.2007
32.2007
33.2007
34.2007
35.2007
36.2007
37.2007
38.2007
39.2007
40.2007
41.2007

42.2007
43.2007

44.2007
45.2007
46.2007

47.2007
48.2007

49.2007
50.2007

51.2007

52.2007

53.2007

54.2007

55.2007

56.2007

57.2007
58.2007

59.2007
60.2007

61.2007

62.2007

63.2007
64.2007

65.2007

66.2007

67.2007
68.2007

69.2007

Raul Ponce-Hernandez (Ixxxii): A Modelling Framework for Addressing the Synergies between Global
Conventions through Land Use Changes: Carbon Sequestration, Biodiversity Conservation, Prevention of Land
Degradation and Food Security in Agricultural and Forested Lands in Developing Countries

Michele Moretto and Gianpaolo Rossini: Are Workers’ Enterprises Entry Policies Conventional

Giacomo Degli Antoni: Do Social Relations Affect Economic Welfare? A Microeconomic Empirical Analysis
Reyer Gerlagh and Onno Kuik: Carbon Leakage with International Technology Spillovers

Richard S.J. Tol: The Impact of a Carbon Tax on International Tourism

Reyer Gerlagh, Snorre Kverndokk and Knut Einar Rosendahl: Optimal Timing of Environmental Policy;
Interaction Between Environmental Taxes and Innovation Externalitie

Anna Alberini and Alberto Longo: Valuing the Cultural Monuments of Armenia: Bayesian Updating of Prior
Beliefs in Contingent Valuation

Roeland Bracke, Tom Verbeke and Veerle Dejonckheere: What Distinguishes EMAS Participants? An
Exploration of Company Characteristics

E. Tzouvelekas, D. Vouvaki and A. Xepapadeas: Total Factor Productivity Growth and the Environment: A Case
for Green Growth Accounting

Klaus Keller, Louise I. Miltich, Alexander Robinson and Richard S.J. Tol: How Overconfident are Current
Projections of Anthropogenic Carbon Dioxide Emissions?

Massimiliano Mazzanti and Roberto Zoboli: Environmental Efficiency, Emission Trends and Labour
Productivity: Trade-Off or Joint Dynamics? Empirical Evidence Using NAMEA Panel Data

Veronica Ronchi: Populism and Neopopulism in Latin America: Clientelism, Trade Union Organisation and
Electoral Support in Mexico and Argentina in the ‘90s

Veronica Ronchi: The Neoliberal Myth in Latin America: The Cases of Mexico and Argentina in the ‘90s

David Anthoff, Cameron Hepburn and Richard S.J. Tol: Equity Weighting and the Marginal Damage Costs of

Climate Change

Bouwe R. Dijkstra and Dirk T.G. Riibbelke: Group Rewards and Individual Sanctions in Environmental Policy
Benno Torgler: Trust in International Organizations: An Empirical Investigation Focusing on the United Nations
Enrica De Cian, Elisa Lanzi and Roberto Roson: The Impact of Temperature Change on Energy Demand: A
Dynamic Panel Analysis

Edwin van der Werf: Production Functions for Climate Policy Modeling: An Empirical Analysis

Francesco Lancia and Giovanni Prarolo: A Politico-Economic Model of Aging, Technology Adoption and
Growth

Giulia Minoia: Gender Issue and Water Management in the Mediterranean Basin, Middle East and North Africa
Susanna Mancinelli and Massimiliano Mazzanti: SME Performance, Innovation and Networking Evidence on
Complementarities for a Local Economic System

Kelly C. de Bruin, Rob B. Dellink and Richard S.J. Tol: AD-DICE: An Implementation of Adaptation in the DICE
Model

Frank van Kouwen, Carel Dieperink, Paul P. Schot and Martin J. Wassen: Interactive Problem Structuring with
ICZM Stakeholders

Valeria Costantini and Francesco Crespi: Environmental Regulation and the Export Dynamics of Energy
Technologies

Barbara Buchner, Michela Catenacci and Alessandra Sgobbi: Governance and Environmental Policy
Integration in Europe: What Can We learn from the EU Emission Trading Scheme?

David Anthoff and Richard S.J. Tol: On International Equity Weights and National Decision Making on Climate
Change

Edwin van der Werf and Sonja Peterson: Modeling Linkages Between Climate Policy and Land Use: An
Overview

Fabien Prieur: The Environmental Kuznets Curve in a World of Irreversibility

Roberto Antonietti and Giulio Cainelli: Production Outsourcing, Organizational Governance and Firm’s
Technological Performance: Evidence from lItaly

Marco Percolo: Urban Transport Policies and the Environment: Evidence from Italy

Henk Folmer and Pierre von Mouche: Linking of Repeated Games. When Does It Lead to More Cooperation
and Pareto Improvements?

Arthur Riedacker (Ixxxi): A Global Land Use and Biomass Approach to Reduce Greenhouse Gas Emissions,
Fossil Fuel Use and to Preserve Biodiversity

Jordi Roca and Monica Serrano: Atmospheric Pollution and Consumption Patterns in Spain: An Input-Output
Approach

Derek W. Bunn and Carlo Fezzi (Ixxxi): Interaction of European Carbon Trading and Energy Prices

Benjamin Golub and Matthew O. Jackson (Ixxxiii): Naive Learning in Social Networks: Convergence, Influence
and Wisdom of Crowds

Jacob K. Goeree, Arno Riedl and Aljaz Ule (Ixxxiii): In_Search of Stars: Network Formation among
Heterogeneous Agents

Goniil Dogan, M.A.L.M. van Assen, Arnout van de Rijt, and Vincent Buskens (Ixxxiii): The Stability of
Exchange Networks

Ben Zissimos (Ixxxiii): Why are Trade Agreements Regional?

Jacques Dréze, Michel Le Breton, Alexei Savvateev and Shlomo Weber (Ixxxiii): «Almost» Subsidy-free Spatial
Pricing in a Multi-dimensional Setting

Ana Babus (Ixxxiii): The Formation of Financial Networks




CTN
IEM

ETA

KTHC
CCMP
KTHC

SIEV

IEM

70.2007  Andrea Galeotti and Sanjeev Goyal (Ixxxiii): A Theory of Strategic Diffusion

71.2007 Francesco Bosello, Enrica De Cian and Roberto Roson: Climate Change, Energy Demand and Market Power in
a General Equilibrium Model of the World Economy

72.2007  Gastén Giordana and Marc Willinger: Fixed Instruments to Cope with Stock Externalities An Experimental
Evaluation

73.2007  Oguzhan Dincer and Eric Uslaner: Trust and Growth

74.2007  Fei Teng and Alun Gu: Climate Change: National and Local Policy Opportunities in China

75.2007  Massimiano Bucchi and Valeria Papponetti: Research Evaluation as a Policy Design Tool: Mapping
Approaches across a Set of Case Studies

76.2007  Paolo Figini, Massimiliano Castellani and Laura Vici: Estimating Tourist Externalities on Residents: A Choice
Modeling Approach to the Case of Rimini

77.2007  Irene Valsecchi: Experts and Non-experts

(Ixxxi) This paper was presented at the EAERE-FEEM-VIU Summer School on "Computable General
Equilibrium Modeling in Environmental and Resource Economics”, held in Venice from June 25th to
July 1st, 2006 and supported by the Marie Curie Series of Conferences "European Summer School in
Resource and Environmental Economics".

(Ixxxii) This paper was presented at the Workshop on “Climate Mitigation Measures in the Agro-Forestry
Sector and Biodiversity Futures”, Trieste, 16-17 October 2006 and jointly organised by The Ecological
and Environmental Economics - EEE Programme, The Abdus Salam International Centre for Theoretical
Physics - ICTP, UNESCO Man and the Biosphere Programme - MAB, and The International Institute for
Applied Systems Analysis - [IASA.

(Ixxxiii) This paper was presented at the 12th Coalition Theory Network Workshop organised by the
Center for Operation Research and Econometrics (CORE) of the Université Catholique de Louvain, held
in Louvain-la-Neuve, Belgium on 18-20 January 2007.

2007 SERIES
CCMP Climate Change Modelling and Policy (Editor: Marzio Galeotti )
SIEV Sustainability Indicators and Environmental Valuation (Editor: Anil Markandya)
NRM Natural Resources Management (Editor: Carlo Giupponi)
KTHC Knowledge, Technology, Human Capital (Editor: Gianmarco Ottaviano)
IEM International Energy Markets (Editor: Matteo Manera)
CSRM Corporate Social Responsibility and Sustainable Management (Editor: Giulio Sapelli)
PRCG Privatisation Regulation Corporate Governance (Editor: Bernardo Bortolotti)
ETA Economic Theory and Applications (Editor: Carlo Carraro)
CTN Coalition Theory Network






